V. Settlenents %

A settlenent based on a taxpayer's inability to pay the
entire anmount of the liability may be entered into either before
or after entry of judgnent. Before negotiating the terns of a
settlenent, the trial attorney nmust obtain information as to the
taxpayer's financial situation

A Sources of Financial |Information

1. St at enent of Fi nanci al Condition and
O her Information (DJ-TD 433 (1996))

In all cases, the taxpayer should be required to submt a
Statenent of Financial Condition and Qther Information (DJ-TD 433
(1996)), a copy of which is attached as Exhibit 15. Rule 69
interrogatory answers containing up-to-date financial information
are also sufficient in lieu of the Statenment of Financial Condition
and O her Information. |If the anmount of the Governnent's
concessi on, based on collectibility, is $50,000 or nore, including
accrued statutory interest, the IRS should be requested to verify
the financial information, unless the trial attorney has
determ ned, as set forth in a nenorandumto the file, that the
i nformation disclosed by the taxpayer is substantially correct. |If
the anount of the liability sought to be conprom sed is | ess than
$50, 000, including accrued statutory interest, the I RS should be
requested to verify the financial information only if the
i nformation discl osed appears to be inaccurate in |ight of other
information available to the trial attorney.

2. | ncone Tax Ret urns

The trial attorney should obtain, either fromthe IRS or the
t axpayer, copies of the taxpayer's inconme tax returns for the
| ast five years. |In sone cases, it may be advisable to obtain
copies of the income tax returns for all years beginning with the
year to which the liability relates to assist in verifying that
fraudul ent conveyances have not been nade.

% (...continued)

legislative fix to this problem In the neantine, however, the
Department can collect the surcharge using state-law coll ection
remedi es as authorized by Rule 69 of the Federal Rules of Cvil
Pr ocedur e.

%6 See also the Tax Division's Settl enent Reference Manual .
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3. Applications for Loans

| f the taxpayer has obtained |oans, the trial attorney
shoul d obtain copies of the |oan applications.

4. Taxpaver Omned Busi nesses

If the trial attorney is aware that the taxpayer owns a
controlling interest in a business, the trial attorney should
request the taxpayer to provide a financial statenent for the
busi ness so the inconme and/or the |iquidation value can be taken
i nto account.

B. Terns of Settl enent

1. Cash Paynents

In negotiating a settlement, the trial attorney should
attenpt to nmaxim ze the anount that the taxpayer will pay shortly
after acceptance of the offer and mnimze utilization of
install ment or deferred paynent agreenments. |f the settlenent
includes an installnment or deferred paynent agreenent, the unpaid
anount generally should include statutory interest fromthe date
of acceptance of the offer.

2. Coll ateral Agreenents

A collateral agreenent should be considered in any proposed
settl ement based upon the taxpayer's inability to pay. It
enabl es the Governnent to recover part or all of the difference
bet ween the amount of the offer and the liability settled. The
theory underlying the collateral agreement is that since the
bal ance of the taxpayer's liability will be abated once the
t axpayer satisfies the terns of the offer, it is reasonable to
expect that the taxpayer will agree to pay additional suns from
future income or to give up potential tax benefits as additional
consideration for acceptance of the offer. The total anopunt
whi ch can be recovered under an offer and coll ateral agreenment is
the equivalent of the total liability conprom sed, plus interest
and additions to tax that would have accrued in the absence of
the settlenment. There are two different types of collatera
agreenents discussed in the foll ow ng sections.

a. Conti ngent Paynments Based on Future |ncone

Future incone collateral agreenents are frequently used.
Copies of the fornms Col |l ateral Agreenent--Future |Income-Individua
and Col | ateral Agreement--Future |Inconme-Corporation are attached as
Exhi bits 22 and 23. Under the ternms of a future incone coll ateral
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agreenent, a taxpayer is obligated to pay, for each year the
agreenent is in force, graduated percentages (generally ranging
from20%to 50% of "annual inconme" in excess of a threshold anount
or fl oor.

The threshold or floor at which percentage paynents begin to
be due nust be negotiated with an individual taxpayer in each
case. Anong the factors to be considered by the Governnment are
t he nunber of dependents, expected changes in the size of the
famly, nunber of wage earners in the famly, FICA taxes
wi t hhel d, and unusual expenses, such as alinony, child support,
and abnormal nedical and dental costs. The conpleted Form DJ-TD
433 (1996) will contain information concerning |living expenses.
Not e, however, that the purpose of the threshold is not to nmaintain
the taxpayer's present living standard, which may be extravagant,
but to allow the taxpayer to retain a reasonabl e anmount of incone
bef ore paynents under the collateral agreenment becone due. IRS
Speci al Procedures should be contacted as they have know edge of
what ternms are accepted in a particular area and the | ocal cost of
living. A typical provision for an individual taxpayer m ght be as
fol |l ows:

(a) Nothing on the first $25,6000 of annual incone; %

(b) 20 percent of annual inconme nore than $25, 000 and not
nore than $30, 000.

(c) 30 percent of annual inconme nore than $30,000 and not
nore than $40, 000.

(d) 40 percent of annual inconme nore than $40, 000 and not
nore than $50, 000; and

(e) 50 percent of annual inconme nore than $50, 000.

For a corporation, the usual threshold or floor is $10, 000,
and the agreenent usually provides for the paynent of 30% of annual
i ncome nore than $10,000 and | ess than $15, 000, and 50% of annual
i ncone exceedi ng $15, 000.

" Generally, the threshold or floor anpbunt set forth in

subpar agraph (a) should be no higher than the taxpayer's current
incone | ess the estimted anount of federal, state, and | ocal
income taxes. |If a taxpayer is presently unenployed but is stil
able to work and has an enpl oynent history showng the ability to
reali ze substantial earnings, a threshold anmount may be set
taking all circunstances into account.
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Future inconme collateral agreenents, for both individuals
and corporations, usually run for a period of ten taxable years.
A shorter period (no less than five years) can be considered in
i ndi vi dual cases where, for exanple, the taxpayer is elderly and
retired or will soon retire.

The term "annual income"” is defined in the text of the
collateral agreenent itself to include, inter alia, all nontaxable
inconme, including the fair market value of gifts, bequests, devises
and i nheritances. Annual incone is reduced by federal, state, and
| ocal inconme taxes reportable for the year for which annual incone
is being conmputed, provided that such taxes have been reported and
paid. Annual incone is further reduced by any regular nonthly,
annual , or other periodic paynent nade under the settlenent for the
year in which such paynment is nade. It is usually advisable to use
the standard definition on the collateral agreement form

A future inconme collateral agreenent is appropriate in those
situations where it appears reasonably likely that the taxpayer

w || have future annual inconme over and above the taxpayer's
necessary living expenses during the period of the agreenent.
Therefore, if a taxpayer is presently unenployed but is still able

to work and has an enpl oynment history showing the ability to
command annual incone greater than the threshold anount, a
col l ateral agreenent should be negotiated. On the other hand, if
t he taxpayer has a lengthy work history and has never earned incone
greater than the threshold anount, a coll ateral agreenent nay not
be in the Governnent's best interests. Generally, where the
taxpayer is making a | unp sum paynent and has no prospects of
future earnings, collateral agreenments will not be required nmerely
because an unlikely event may occur, such as the winning of a
lottery or the unexpected inheritance of assets in the future
(although it may be appropriate if the inheritance is substanti al
and appears reasonably likely to occur during the period of the
col | ateral agreenent).

Under the terns of the future incone coll ateral agreenent,
each year the agreenent is in force the taxpayer is required to
submt to Special Procedures a sworn statenent of annual incone
and a copies of the taxpayer's current federal, state, and | ocal
inconme tax returns for the year for which annual incone is being
conputed. Copies of the annual inconme fornms for individuals and
corporations are attached as Exhibits 24 and 25.

After the trial attorney has received the executed coll ateral
agreenent, the trial attorney should send the original
and two copies of the executed coll ateral agreenent to IRS
Speci al Procedures for nonitoring of the agreenent. A copy of a
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formletter is attached as Exhibit 26. Copies of the agreenent
shoul d be placed in both the DJ file and the trial attorney's
personal file.

b. Wai ver of Carryover of lLosses and Credits

Where the taxpayer has incurred net operating | osses or
capital |losses for years ending before the date on which the
offer will be accepted, and/or the taxpayer has any unused
credits fromany such prior years, a collateral agreenent waiving
any carryover of such | osses and credits should be consi dered.
This coll ateral agreenment should be used only when the taxpayer
is not executing a collateral agreenment as to future incone as a
part of the settlenent, since the collateral agreenent as to
future incone contains a waiver of carryover of |osses and
credits. A copy of the Collateral Agreenent--Wiver of
Carryovers is attached as Exhibit 27

3. \Wiiver of Deductions

If a case is being settled on the basis of taxpayer's
inability to pay, an asset that the taxpayer can offer in settle-
ment is waiver of any deduction for federal tax purposes for the
paynments made pursuant to the settlenent.

4. Security for Amounts Due Under Conpronise

A settlement including deferred or installnent paynents
and/or a coll ateral agreenent should provide for security for the
t axpayer's obligations under the settlenent. % Thus, tax |iens
shoul d not be released. |In negotiating a settlenent before
j udgnment has been entered, the trial attorney generally should have
the taxpayer agree to entry of judgnent for the full amunt of the
Government's claim |If judgnent is not to be entered, the taxpayer
must wai ve the benefit of any statute of limtations applicable to
t he assessnent and collection of the liability sought to be

58 Abstracts of judgnents and ot her security received for
paynments, whether received before or after settlenent, should be
filed and/or recorded in the appropriate districts or other
appropriate |local offices, except if the settlenent provides
otherwise. Oiginals of |egal docunents, such as nortgages,
notes, letters of credit, and insurance policies, should be
preserved in a Tax Division safe, and the trial attorney should
prepare a nenorandumto the file setting forth the | ocation of

t he docunent.
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conprom sed and agree to the suspension of the running of the
statutory period of limtations on assessnent and coll ection for
the period during which the offer in conprom se and the
settlenment are pending, or the period during which any paynent
due under the settlenment remains unpaid, or any provision of the
settlenment is not carried out in accordance wwth its terns, and
for one year thereafter.

The settlenent should provide that the judgnent will be
mar ked satisfied after the judgnent debtor has conpleted al
obl i gations under the settlenent, including any coll ateral
agreement .

The settlenent should set forth the Governnment's options in
the event of default by the taxpayer. These options are set
forth in the collateral agreenent form If the taxpayer will not
be executing a collateral agreenent as a part of the settlenent,
the settlenent should set forth the appropriate options.

C. Form Accept ance Letters and Stipul ati ons

Form acceptance letters to the proponent, the United States
Attorney, and the IRS are attached as Exhibits 28, 29, and 30.
Form stipul ati ons of dism ssal are attached as Exhibits 31 and
32. Formstipulations for judgnent are attached as Exhibits 5 and
6.

D. Settlenents Requiring Paynents to the Governnent

Wen the terns of settlenent require paynents to the
Governnent, the trial attorney should give sone thought to where
t he paynents shoul d be sent by the taxpayer and who wil|l
be responsible for nonitoring the receipt.

Taxpayers generally should be directed to send to the Tax
Division the follow ng categories of paynents:

1. Lunp- Sum Paynents. A | unp-sum paynent is a single
paynment to be made within a specified tine, such as 30
days after the date of acceptance or upon the happening
of an event, such as the sale of property or the
term nation of probate proceedings. |If the paynent is
due upon the happening of an event which is not likely
to occur wwthin a short period of time, it my be

advisable to direct the taxpayer to send the paynent to

Speci al Procedures.

2. Initial Paynents. An initial paynent is a paynent
which is to be nmade within a specified short tine,
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after which installnment paynents will be nmade for a
prol onged period, e.qg., a paynent of $30,000 due within
30 days after acceptance, followed by nonthly paynents of
$500 until the liability is paid in full.

3. I nstal | ment paynents concl uding within six nonths of
accept ance.

4. The first install nent paynment of an installnent paynent
agreenent extendi ng beyond six nonths should be sent to
the Tax Division; the remaining installnment paynents
shoul d be sent to Special Procedures.

Taxpayers generally should be directed to send directly to
Speci al Procedures the follow ng categories of paynents:

1. Al'l installnment paynents, after the first install nment
paynment, where paynents will be made over a period of
nmore than six nonths.

2. Paynments due under a collateral agreenent as to future
i ncone.
3. Any ot her paynent not specified above as a paynent to

be sent to the Tax Divi sion.

Addr esses and tel ephone nunbers of Special Procedures are
attached as Exhibit 33.

It is the responsibility of the trial attorney, with the
assistance of a paralegal, to nonitor the recei pt of paynents which
are directed to the Tax Division and to take appropriate neasures
on default.

E. C osing Cases After Settl enent

Upon recei pt of all paynents due to be paid directly to the
Tax Division (or if all paynments are to be nade to the United
States Attorney or the IRS, then, upon acceptance of the settl enent
offer), the case should be closed in the Tax Division. Thus, if
all paynments are to be nade to Special Procedures, the case should
be closed and referred to Special Procedures for nonitoring of the
settl ement agreenent and receipt of the paynents, including
paynments that may be due under a collateral agreenent. Speci al
Procedures should be requested to advise the Tax Division upon any
default by the taxpayer or upon receipt of the final paynent due so
that any judgnent entered nay be marked satisfied. |If all paynents
pursuant to a settlenment are to be made to the United States
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Attorney, the trial attorney should close the case in the Tax
Division and refer it to the United States Attorney.

F. Wien Full Paynent is Made

Wen the taxpayer has fully conplied with the terns of the
settlenment, the trial attorney shoul d:

1. File a satisfaction of any judgnment involved or request
the United States Attorney to do so, or dismss the
Governnent's claim

2. Request the IRS to release the |iens against the
taxpayer for the liability at issue in the case, or

di scharge the fund or property involved fromthe |iens

agai nst the taxpayer for the liability at issue in the

case;

3. |f the case is pending in the Tax D vision, close the
case as fully paid, with concurrent advice or closing
to the IRS and the United States Attorney; and

4. Request the United States Attorney to arrange for the

rel ease of any existing judgnent |ien.

G Default on a Settl enent

Normal |y, the section chief has the authority to determ ne
when the taxpayer is in default on a settlenment. 1In the event of a
default, the trial attorney should proceed as foll ows:

(1) Notify taxpayer's counsel or taxpayer that there has
been a default and request that the default be cured,

generally within 21 days. (A tine period nmay be set
forth in the settl enent agreenent.)

(2) If the default is not tinely cured, proceed to follow
t he renedi es avail abl e upon default.



